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EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS: 
ANALYTICAL REVIEW PROCEDURES 
MAY 15, 1978 
Issued by the Auditing Standards Executive Committee of the 
American Institute of Certified Public Accountants 
For Comment From Persons Interested in Auditing and Reporting 
Comments should be received by August 15, 1978 and addressed to 
Auditing Standards Division, File Ref. No. 2110 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas. New York, New York 10036 (212) 575-6200 
May 15, 1978 
To Practice Offices of CPA Firms ; Members 
of Council; Technical Committee Chairmen; 
State Society and Chapter Presidents, 
Directors and Committee Chairmen; 
Organizations Concerned With Regulatory, 
Supervisory, or Other Public Disclosure of 
Financial Activities; Persons Who Have 
Requested Copies: 
An exposure draft of a proposed Statement on Auditing Standards on Analytical 
Review Procedures accompanies this letter. 
The proposed Statement provides guidance with respect to analytical review 
procedures applied in an examination made in accordance with generally accepted 
auditing standards. It discusses the timing and objectives of those procedures, 
identifies the procedures that should be considered in evaluating financial 
information, and provides a number of examples to illustrate factors the auditor 
should consider when planning and performing analytical review procedures. 
However, the proposed Statement does not specify the extent to which the 
auditor's reliance on substantive tests may be derived from tests of details of 
transactions and balances, from analytical review procedures, or from any 
combination of both. According to the proposed Statement, that decision is a 
matter of professional judgment. 
The proposed Statement provides that the auditor should investigate "fluctuations 
or unusual items identified by analytical review procedures" when he believes 
they are indicative of matters that could have a significant effect on his 
examination. It also discusses factors the auditor would consider in deciding 
the nature and extent of procedures which should be used to investigate 
significant fluctuations. 
Comments and suggestions on any aspect of the enclosed draft are sought and will 
be appreciated. They should be addressed to the Auditing Standards Division, 
File Ref. No. 2110, at the AICPA in time to be received by August 15, 1978. 
The Auditing Standards Executive Committee will be particularly interested in 
the underlying reasoning. 
AICPA 
Written comments on the exposure draft will become part of the public record of 
the Auditing Standards Division and will be available for public inspection 
at the offices of the American Institute of Certified Public Accountants on and 
after August 22, 1978. 
Sincerely, 
Philip B. Chenok, Chairman 
Auditing Standards Executive Committee 
Thomas P. Kelley, Director 
Auditing Standards Division 
PROPOSED STATEMENT ON AUDITING STANDARDS 
ANALYTICAL REVIEW PROCEDURES 
1. This Statement provides guid-
ance with respect to analytical re-
view procedures applied in an ex-
amination made in accordance with 
generally accepted auditing stand-
ards.1 It does not specify the extent 
to which the auditor's reliance on 
substantive tests may be derived 
from tests of details of transactions 
and balances, from analytical re-
view procedures, or from any com-
bination of both. That decision is a 
matter of professional judgment, 
considering (a) both the compe-
tence and sufficiency of evidential 
matter obtainable from each proce-
dure in the circumstances and (b) 
the cost of obtaining that evidential 
matter in relation to its competence 
and sufficiency.2 
2. Analytical review procedures 
are used to evaluate financial infor-
mation through a process of study 
and comparison of interrelationships 
among data. A basic premise under-
lying the application of analytical 
review procedures is that known re-
lationships may reasonably be ex-
pected by the auditor to exist and 
continue in the absence of known 
conditions to the contrary. The pres-
ence of those relationships provides 
the auditor with evidential matter 
required by the third standard of 
field work. When fluctuations occur 
that are not expected or do not occur 
when they are expected, or other 
items that appear to be unusual are 
identified, the auditor should in-
vestigate them if he believes that 
they are indicative of matters that 
1
 This Statement amends the first sentence 
of section 320.70 of SAS No. 1 to read: 
The evidential matter required by 
the third standard is. obtained 
through two general classes of audit-
ing procedures: (a) tests of details 
of transactions and balances and 
(b) analytical review procedures 
applied to financial information. 
2See also SAS No. 1, section 320.73. 
could have a significant effect on his 
examination. Hereinafter, those fluc-
tuations or unusual items are re-
ferred to as "significant fluctuations." 
TIMING AND OBJECTIVES OF 
ANALYTICAL REVIEW 
PROCEDURES 
3. The timing of analytical re-
view procedures will vary with the 
auditor's objectives. Analytical re-
view procedures may be performed 
at various times during an examina-
tion: 
a. In the initial planning stages to 
assist in determining the na-
ture, extent, and timing of other 
auditing procedures. Perform-
ance of analytical review proce-
dures at that time may also 
identify significant matters re-
quiring special consideration 
during the examination. 
b. During the conduct of the ex-
amination in conjunction with 
other procedures applied by the 
auditor to individual elements 
of financial information. 
c. At or near the conclusion of the 
examination as an overall re-
view of the financial informa-
tion. 
ANALYTICAL REVIEW OF 
FINANCIAL INFORMATION 
4. Analytical review procedures 
that should be considered in evalu-
ating financial information include 
the following: 
a. A comparison of the financial 
information with comparable 
information for corresponding 
previous period(s). 
b. A comparison of the financial 
information with anticipated 
results (for example, budgets 
and forecasts). 
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c. A study of the interrelation-
ships of elements of financial 
information that would be ex-
pected to conform to a predict-
able pattern based on the en-
tity's experience. 
d. A comparison of the financial 
information with information 
regarding the industry in which 
the entity operates. 
e. A study of interrelationships of 
financial information with rele-
vant nonfinancial information. 
Various methods may be used to 
perform these procedures. They 
may be made using dollars, physical 
quantities, ratios, or percentages. 
Techniques such as trend analysis, 
graphs and charts, and financial 
models may be used. The methods 
and techniques selected by the audi-
tor are a matter of his professional 
judgment. 
5. Analytical review procedures 
may be applied to overall financial 
information of the entity, to finan-
cial information of components such 
as subsidiaries or divisions, and to 
individual elements of financial in-
formation. The application of ana-
lytical review procedures may indi-
cate the need for additional proce-
dures, or it may indicate that the 
extent of other auditing procedures 
may be reduced. The auditor should 
consider the following factors when 
planning and performing analytical 
review procedures: 
a. The Nature of the Entity. For 
example, an auditor performing 
an examination of a diversified 
entity may conclude that the 
application of analytical review 
procedures to the consolidated 
financial statements may not be 
as effective or efficient as the 
application of those procedures 
to the consolidated financial 
statements of a nondiversified 
entity. 
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b. The Scope of the Engagement. 
For example, an examination of 
a specified element, account, or 
item of a financial statement 
may include fewer analytical 
review procedures than would 
an examination of financial 
statements. 
c. The Availability of Financial 
Information About the Entity's 
Financial Position and Results 
of Operations. Examples may 
include detailed financial infor-
mation about the entity's sub-
sidiaries or divisions and in-
terim periods, and budgets and 
forecasts. 
d. The Availability of Relevant 
Nonfinancial Information. Ex-
amples may include units pro-
duced or sold, number of em-
ployees, hours worked by non-
salaried personnel, and square 
feet of selling floor space, which 
may be related to fluctuations 
in financial information. 
e. The Reliability of Financial and 
Nonfinancial Information. The 
auditor should consider the 
possibility that financial or non-
financial information might not 
be reliable based on his general 
knowledge of the entity, in-
cluding his knowledge of the 
means by which the informa-
tion is produced. 
In that connection, the audi-
tor should consider knowledge 
obtained during previous ex-
aminations, the results of his 
study and evaluation of exist-
ing internal accounting control, 
and the results of his tests of 
details of transactions and bal-
ances. He should consider the 
types of matters that in preced-
ing periods have required ac-
counting adjustments. For ex-
ample, the auditor may decide 
not to conduct certain analyti-
cal review procedures during 
the initial planning stages of 
his examination, or during his 
conduct of the examination, 
if he is aware that trial balance 
amounts may require substan-
tial adjustments; or he may de-
cide to make only limited com-
parisons of actual and budgeted 
income and expense when the 
entity's budget is a motivational 
tool and not an estimate of the 
most probable financial posi-
tion, results of operations, and 
changes in financial position. 
f. The Comparability of Availa-
ble Financial Information Re-
garding the Industry in Which 
the Entity Operates. The audi-
tor should consider whether 
available industry information, 
such as gross margin informa-
tion, is current and whether 
data used to compile the infor-
mation is comparable to the in-
formation being evaluated. For 
example, broad industry infor-
mation may not be comparable 
to that of an entity that pro-
duces and sells specialized 
products. 
INVESTIGATING SIGNIFICANT 
FLUCTUATIONS 
6. An auditor should investigate 
fluctuations or unusual items identi-
fied by analytical review procedures 
when he believes that those fluctua-
tions or unusual items are indicative 
of matters that could have a signifi-
cant effect on his examination. 
When investigating such significant 
fluctuations, the auditor ordinarily 
would begin by making suitable in-
quiries. He would then (a) evaluate 
the reasonableness of replies to his 
inquiries by reference to his knowl-
edge of the business and other infor-
mation already obtained during the 
conduct of the examination and (b) 
consider the need to corroborate the 
replies to his inquiries by the appli-
cation of other auditing procedures. 
If management is unable to provide 
a satisfactory explanation of signifi-
cant fluctuations, the author should 
perform additional procedures to 
invest igate those f luctuations 
further. 
7. In deciding the nature and 
extent of procedures which should 
be used to investigate significant 
fluctuations, the auditor's consider-
ation should include the following 
factors: 
a. The Objective of the Analyti-
cal Review Procedures. For 
example, the objective may be 
to assist the auditor in plan-
ning his examination by iden-
tifying areas that may need 
special consideration (such as 
identifying any significant in-
creases in inventories by in-
ventory locations). The ex-
tent to which the auditor 
decides to corroborate an ex-
planation of a significant fluc-
tuation in those circumstances 
depends on whether the re-
sulting audit plan he develops 
would otherwise provide evi-
dential matter. 
b. The Nature of the Item. For 
example, an auditor investi-
gating a fluctuation in inven-
tory turnover in a manufactur-
ing company might corrobo-
rate a response to his inquiry 
by obtaining other evidential 
matter, such as evidence with 
respect to unusual quantities 
of inventories represented to 
be on hand at the date of the 
financial statements. Converse-
ly, an auditor might limit to 
inquiries his investigation of a 
fluctuation in prepaid insur-
ance for the same company. 
c. The Auditor's Knowledge of 
the Entity's Business. For ex-
ample, the auditor may be 
aware of an extended strike by 
manufacturing employees dur-
ing the year. He may conclude 
that this is a satisfactory ex-
planation for a decline in sales 
volume and not apply other 
procedures to investigate this 
otherwise significant fluctua-
tion. 
d. The Results of Other Auditing 
Procedures. For example, the 
auditor may decide not to ap-
ply other procedures to inves-
tigate an otherwise significant 
fluctuation in depreciation ex-
pense because he may already 
be aware of major additions or 
retirements from his tests of 
property transactions. 
e. The Auditor's Study and Eval-
uation of Internal Accounting 
Control. For example, the ex-
tent to which the auditor de-
cides to corroborate an expla-
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nation of an increase in bad 
debt expense may vary de-
pending on his evaluation of 
internal accounting control in 
the credit department. 
8. In his investigation of signifi-
cant fluctuations, the auditor also 
should be alert to the possible im-
pact of his findings on the scope of 
his examination of related accounts. 
For example, a finding that accounts 
receivable have increased due to 
slow collections in a "tight money" 
environment may indicate the need 
for expanded tests of collectibility. 
